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All values in Canadian $ Millions 
and represent period averages KEY EQONMIC INDICATORS 
unless otherwise indicated. 


INDICATOR 
OUTPUT, PRODUCTION, EMPLOYMENT 


GDP (Gurrent Prices, C$ Billion) 476.4 
GDP (Constant 1981 C$ Billion) 389.3 
Industrial Production (1971=100) 146.8 
Private Investment 

Unit Labor Gsts In Mfg. 1/ 

Wage Settlements (%) 2/ 

Employment (000's) 

Ave. Unemployment Rate (%) 

Housing Starts (SMR, 000's) 


= ySney 
segenere: 
Bry mom ht CO C 


MONEY AND FRICES 


Exchange Rate: 1 C$ = US ¢: ---- 70.50-71.50 
Interest Rates: 
Bank of Canada Rate 3/ ‘ 8. 00-10. 00% 
Chartered Bank Prime Rate 9. 00-10. 00% 
Price Indices: 
All-Items Consumer Price 
Index (1981=100) ‘ 137.6 
Industrial Product Price 
Index (1981=100) 4/ ; 124.6 


BALANCE OF PAYMENTS AND ‘TRADE 


Official Intemational Reserves 
(US$ Millions) 3, 275. 6 3, 008. 6 F 3,325.1 0.5 
Balance of Payments (C$ Billion) 
QGurrent Account Balance ~0.6 -8.0 -7.5 wees 
Merchandise Trade Balance TiS 11.0 a 12.0 9.1 
Non-Vercharndise Balance 5/ -19.5 -20.1 ; -19.8 -1.5 
Merchandise Exports 120.3 121.0 ‘ 130.0 7.4 
(U.S. % Share of Total) (7%) (78%) (78%) ---- 
Merchandise Imports 102.8 110.0 és 118.0 Jos 
(U.S. % Share of Total) 


Main Imports from the U.S. (1985): Autanotive vehicles and parts, ($27.6 billion; communications and 
electronic equip. C$6.0 billion; equipment § tools, ($5.1 billion; industrial machinerv, ($5.7 
billion; ores, primary metals and minerals, CH4.5 billion; chemical products, CH4.1 billion; 
agricultural machinery, C$1.4 billion; 


Footnotes: 1/ Labor incane per unit of output (1971=100). 
2/ Compound average annual increase in base rates (%). Wage settlements in 
all industries, all agreements. 
3/ Floating bank rate set .25% above 9l-day treasury bill tender rate. 
4/ Essentially a produwer price index. 
S5/ Inclules services, transfers, and investment income. 


Sources: Statistics Canada; Bank of Canada Review 





SUMMARY 


Following strong economic growth in 1985 (four percent), the Canadian 
economy began to weaken in the second quarter of 1986. Growth remained 
steady, but slow, into the second half of 1986. Real gross domestic 
product, Statistics Canada's new measure of aggregate economic activity, 
is expected to grow approximately three percent in 1986 and slightly less 
in 1987. Despite higher personal income taxes, consumer demand 
(particularly for durables) will be a maior contributor to overall 
expansion. Housing starts were also very strong in 1986, but will likely 
moderate in 1987. Consumer price inflation has hovered consistently 
around four percent. With continuing softness in energy prices and no 
major upturn in food prices expected in 1986 or 1987, inflation is 
expected to average about four percent into 1988. 


Employment and investment are weak areas in the economy. Emplovment 
gains have slowed steadily over the past year and, given the overall 
economic performance forecast for 1987-88, only modest reduction in the 
unemployment rate can reasonably be expected, i.e., 9.7 percent in 1986, 
9.5 percent in 1987, and 9.4 percent in 1988. The weak employment 
outlook, with its obviously adverse consequences for household incomes 
and business spending, arises in part from the pressures faced by three 
important sectors of the economy: energy, agriculture and international 
trade. Investment spending suffered in 1986 from the sharp downturn in 
energy prices and a more broadlvy-based decline in non-residential 
construction. Prospects for energy sector investment remain bleak, and a 
rebound in non-residential construction awaits stronger export orders and 
greater domestic demand for producer goods. 


NATIONAL ECONOMIC AND COMMERCIAL OUTLOOK 


Slower Economic Growth Raises Short-Term Concerns 


While a slowing of the robust economic growth achieved by Canada in 1984 
and 1985 was not entirely unexpected, projected growth below three 
percent in 1987 and 1988 poses difficult economic choices for the 
Canadian Government. One of the Government's top economic priorities is 
job creation, but the unemployment rate remains stubbornly high. Prime 
Minister Mulroney has relied largely on the private sector to create 
additional jobs through economic expansion, but most forecasters now 
expect much slower private job creation. When this is combined with, 
projections for population growth and higher labor participation rates, 
Canada's very high unemployment rate drops only slightly over the next 
few years . Reform of the country's generous unemployment compensation 
system could force many of those unemployed by choice back into the job 
market and thus further increase the need for additional job offerings. 





The Government's room to stimulate the economy and create jobs is limited 
by the serious fiscal situation. Canada's federal deficit, as a share of 
GNP, is even larger than that of the U.S., and Finance Minister Wilson 
remains firmly committed to a medium-term strategv that reduces the 
federal deficit at a fairly rapid rate. The growth of discretionarv 
federal expenditures has been reduced dramatically, while revenues have 
risen strongly due to tax increases or surcharges. Unfortunately, the 
oil price decline caused a sharp reduction in federal (and provincial) 
energy tax revenue, exacerbating the deficit problem and prompting the 
Finance Minister to boost his estimate of the FY86/87 federal deficit bv 
C$2.5 billion to C$32 billion. One prominent business association has 
called for futher tax increases in order to maintain the pace of deficit 
reduction, but the Finance Minister and many economists have rejected 
that option, arguing that further tax increases could retard 1987 and 
1988 macroeconomic growth prospects. 


Foreign Trade 


The U.S./Canada free trade negotiations are the most important single 

trade issue for the Canadian Government. Preliminary discussions began 
in April 1986, with actual negotiations expected to run through the end 
of 1987. While there is oppostion, both within Canada and the U.S., to 


bilateral freer trade, the Mulroney Government remains committed to 
concluding as broad an agreement as possible. Studies indicate that 
freer trade would contribute materially to faster Canadian macroeconomic 
growth. Canada is also a strong supporter of the new GATT round of 
multilateral trade negotiations. 


With respect to Canada's current account performance, the first half of 
1986 left little doubt that the country's external sector has returned to 
its traditional profile of deficits on trade in goods and services and 
net borrowings of foreign capital. Canada ran back-to-back current 
account deficits in the first two quarters of 1986 for a cumulative 
six-month deficit of just under C$ 5 billion. The first quarter deficit 
alone was C$2.9 billion, Canada's largest ever quarterly current account 
deficit. The current account outlook for 1986 as a whole is for a 
deficit in excess of C$7 billion. Some private forecasters believe this 
figure could be as high as C$10 - 12 billion. Canada's current account 
deficit for 1985 was a mere C$600 million. The main source of this 
dramatic turnaround in Canada's external sector outlook is a much reduced 
surplus on its merchandise trade account. Slower growth in exports to 
Canada's major market, the United States, is contributing heavily to this 
pattern, as is the lower energy trade surplus in the wake of sharply 
lower energy prices. 





Foreign Investment 


There are signs that Canada's attractiveness to foreign investors may be 
changing for the better. Net foreign direct investment showed an outflow 
of some C$850 million for the first half of 1986, compared with a net 
outflow of C$3.1 billion for the corresponding period of 1985. Most of 
the huge net quarterly outflows in recent vears were associated with 
Canadian direct investment activity abroad, mainly in the U.S.. However, 
the net outflow of foreign direct investment in 1986, taking into account 
both Canadian investment abroad and foreign investment in Canada, is 
expected to be well below the C$8.1 billion in 1985. The net inflow of 
portfolio investment in 1986 is likely to be of the same magnitude as 
posted in 1985 (about C$13 billion), given expectations regarding the 
borrowing activity of the federal, provincial and local governments and 
of the corporate sector. Early indications suggest that Investment 
Canada, the investment monitoring agency created in June 1985 with a 
mandate to encourage and facilitate foreign direct investment, has had a 
positive impact on investment inflows. However, Investment Canada is 
also charged with administering rules and regulations governing 
investment in Canada's so-called cultural sectors (e.g., book 
publishing), where majority foreign ownership is discouraged and efforts 
are underway to increase Canadian participation at the expense of 
foreign-owned companies. 


Tax Reform and Fiscal Policy 


Since the Mulroney government came to power in September 1984, Canada has 
pursued a relatively tough fiscal policy designed to ultimately eliminate 
federal budgetary deficits. Taxes have been increased considerably, 
income tax brackets were deindexed, and discretionary expenditures have 
shown little or no growth. Efforts to bring the federal deficit below 
C$30 billion in FY86/87 have been stymied by the sharp decline in energy 
tax revenue, but built-in growth in personal and sales tax revenues (and 
expected continued restraint in discretionary spending) should bring the 
deficit close to C$28 billion in FY87/88. There is also optimism that 
long-overdue reforms of Canada's unemployment compensation system and 
social welfare payments will be proposed in 1987. If the Government can 
effect expenditure savings in these areas, a rapid reduction in Canada's 
federal deficit could result. Canada's deficit reduction efforts are not 
as dramatic as the Gramm-Rudman-Hollings legislation in the U.S., but in 
the medium term thev promise to be effective. 


1987 is likely to be Canada's vear for tax reform. The expected 
introduction of draft legislation for a business transfer tax (a modified 
value-added tax) in the autumn of 1986 was delaved as the Canadian 
Government decided to consider comprehensive tax reform in response to 
developments in the United States. Given the extensive U.S./Canadian 





economic ties, Canada cannot let its tax system, particularly its 
marginal corporate and personal income tax rates, diverge significantly 
from those in the United States. According to the current timetable, a 
comprehensive review of the Canadian tax system will be complete by the 
end of 1986, and Finance Minister Wilson will offer proposed reforms and 
changes in his presentation of the FY87/88 budget, expected in February 
1987. If his proposals win Parliamentary approval, the new tax system 
would take effect in January 1988. Most observers still expect the new 
tax regime to include a business transfer tax and simplified corporate 
and personal income taxes (with lower rates and fewer deductions). 


Exchange Rate and Monetary Policv 


The objectives of Canadian monetary policy remain the control of domestic 
price inflation and reduction of interest rates. Realization of these 
twin objectives is seen to turn in large part on orderly foreign exchange 
markets and avoidance of abrupt depreciation of the Canadian dollar. 

Bank of Canada operations to influence commercial bank reserves have 
contributed to short-term interest rates that in 1986 have been 
aproximately 250 to 300 basis points higher than U.S. rates for 
corresponding maturities. Given the softening of interest rates in the 
U.S., Canadian prime rates moved from 10.60 percent in 1985 to 9.75 
percent entering the third quarter of 1986. This is the first time in 
eight years that the Canadian prime rate has dropped below ten percent. 
The Canadian dollar steadied above 72 U.S. cents in mid-1986. No clear 
consensus has emerged for 1987, but several private forecasters are 
expecting interest rates to remain little changed (i.e., prime rates 
around 9.50 percent). The Canadian dollar is expected to ease onlv 
marginally against the U.S. dollar (i.e., 71 cents) and to depreciate 
somewhat more relative to other major currencies. 


National Business Prospects 


With the reduced but steady rate of economic growth expected for the 
Canadian economy as a whole through 1988, the prospects for trade and 
investment between the United States and Canada remain very good. Lower 
interest rates and inflation are stimulating consumer expenditures on 
durable goods and housing, and the investment climate exclusive of the 


energy sector has improved due to favorable economic and political 
developments. 


According to U.S. export data for the first six months of 1986, total 
U.S. exports to Canada were US$22.9 billion, down 7.4 percent from the 
US$24.7 billion in the same period of 1985. The decline was broad-based 
but particularly noticeable for motor vehicle chassis and parts, office 
machinery parts, and coal and mechanical shovels (perhaps related mining 





equipment). On the other hand, the value of some leading export items 
such as passenger cars and trucks rose significantly. 


The Canadian trade data for the first six months of 1986, however, shows 
an increase in Canadian imports from the United States for that period of 
6.3 percent to C$40.1 billion. (The differences in data reflect 
primarily under-reporting of U.S. exports to Canada.) According to the 
Canadian data, imports from the United States increased mostly to Ontario 
and declined mostly in the Prairie Provinces. 


While the data on investment trends also are sometimes difficult to 
interpret, it does appear that the more positive investment climate in 
Canada -- in part due to the replacement of the Foreign Investment Review 
Agency (FIRA) by Investment Canada -- is resulting in increased U.S. 
investment flows to Canada. According to the balance of payments data, 
U.S. direct investment net inflows to Canada in the first six months of 
1986 were C$943 million, as contrasted with net outflows of C $404 
million during the same period of 1985. Likewise, data received from 
Investment Canada on establishment of new businesses and acquisitions by 
U.S. firms shows a more than 20 percent increase in activity (mostly in 
acquisitions that were previously reviewable by FIRA) for the period 
September 1985-August 1986 relative to the preceding 12 months. 


The industrial sectors in Canada which present the best prospects for 


expanding U.S. exports include computers and peripherals, auto parts and 
accessories, building products, aircraft and parts, telecommunications 
equipment, plastic materials and resins, construction machinery and 
parts, analytical and scientific instruments, and industrial process 
controls. In most of these sectors, there will be higher than average 
growth, which should spur imports from the United States despite 
already-high U.S. market shares and vigorous competition from Canadian 
and other foreign suppliers. The depreciation of the U.S. dollar 
vis-a-vis other key currencies such as the Japanese ven and German mark 
should help improve U.S. price competitiveness in this respect. 


REGIONAL ECONOMIC AND COMMERCIAL OUTLOOK 


Atlantic Provinces 


The economic situation in the Atlantic provinces has lagged behind the 
improvement experienced in most of the other regions of Canada and will 
continue to do so in the next few vears. In New Brunswick and 
Newfoundland, a GDP growth rate of slightlv less than 3 percent is 
expected in 1986, leaving unemplovment at verv high levels (15-22 
percent). Some rebound in forest products and metals prices is helping, 
but investment remains weak (with the exception of housing). Offshore 
oil exploration in Nova Scotia has declined with lower energy prices, and 





fishing and tourism are about the only sectors with growth potential. 
The soon-to-be-constructed C$20 million Litton radar plant is a positive 
note for the manufacturing sector, and prospects appear brighter for 
selected other new industrial projects. Prince Edward Island's economy 
-- highly dependent on potatoes, tourism and fishing -- will probably 
have one of the lowest growth rates of anv province in 1986 -- only one 
to two percent. 


When addressing the potential opportunities for U.S. business, the 
Atlantic provinces present no small challenge. There are both regional 
needs and very local, site-specific developments that should be 
evaluated. Strong interest continues to be generated for better air 
service with the U.S., and to this end, local business leaders have 
supported any initiative which would attract a major U.S. airline. Also 
in transportation, port authorities in New Brunswick and Nova Scotia are 
working on several plans that would see some form of intracoastal feeder 
service with the northeastern states. With the impending location of two 
major “high tech" companies (Pratt and Whitney, and Litton) in Nova 
Scotia, additional infrastructure is expected. Companies specializing in 
support services for new technologies should consider the Atlantic region 
since a large technological research community is located in Halifax. 
Forest industry revitalization is occurring on several fronts. Pulp mill 
modernization and major silviculture projects are underway. Nova Scotia 
has made significant financial commitments to research on wood chips for 
energy. U.S. firms with innovative forestrv-related products and 
services should definitely make their interests known in Newfoundland, 
Nova Scotia, and New Brunswick. 


Central Canada 


The two largest provincial economies in Canada are responsible for most 
of the nation's current economic growth. Ontario's economic performance 
has been outstanding since 1983. In 1986, the provincial economy will 
once again progress at a rapid pace thanks to strong capital and consumer 
spending, spurred by a housing boom and a healthy motor vehicle 
industry. Capital expenditures on plant and equipment are expected to 
reach double-digit growth rates in 1986-87. Real personal disposable 
income gains and further decreases in the personal savings rate should 
lead to strong growth in household spending on goods and services. On 
the downside, demand for autos and trucks are expected to slacken 
temporarily and exports to the United States may slow. Nevertheless, 
overall and sectoral growth in Ontario will continue to outpace the 
national average, i.e. four percent in 1986, easing to around three 
percent in 1987. Unemplovment was below the national average in 1985 
(eight percent) and will move further downward in 1986 and 1987 
(projected rates of seven percent and six percent, respectively). 





Ontario holds excellent marketing and investment opportunities for U.S. 
businessmen in a wide spectrum of products and services. Specific sales 
opportunities include: household furnishings, especially appliances; 
commuter and other aircraft and parts; industrial equipment, led by 
CAD/CAM and robotics; and computer hardware and software. 


Likewise, the Quebec economy has been and will remain strong, with the 
growth rate slowing only slightly to 3.5 percent in 1986 and 2.5 percent 
in 1987. Unemplovment was 11.8 percent in 1985 and should ease to around 
11 percent in 1986, dropping to around 10.8 percent in 1987. Consumer 
spending and retail sales should increase at a healthy pace, and housing 
activity should remain robust in 1986-87. In addition, capital 
investment is expected to continue its recovery. Consequently, Quebec's 
overall domestic demand for goods and services will be strong. Slower 
growth in the United States, however, will result in a slowdown in the 
expansion of Quebec's exports in 1987, which will initially affect 
manufacturing and wholesale trade, but will eventually spread to other 
sectors of the economy. Nevertheless, Quebec remains the second largest 
market in Canada for U.S. firms and has regained a strong sense of 
confidence and direction. The recent privatization of government 
enterprises will probably offer better prospects for U.S. firms in the 
aircraft/aerospace, CAD/CAM and robotics, other high-tech fields such as 
metalworking (machine tools) and medical and laboratory instruments, and 
security equipment and certain consumer items (e.g., sportswear and gvm 
equipment). The Quebec provincial government is encouraging joint 


ventures and technology transfer and licensing between U.S. and Canadian 
firms. 


Prairie Provinces and the West 


While Canada's industrial heartland remains robust, the Prairie Provinces 
will continue to be adversely affected by the weakness in world markets 
for energy, minerals, and grains. Manitoba, however, will enjoy strong 
economic growth in 1986-87 mainly because of the Limestone hydroelectric 
project, which will result in considerable construction activity, 
creating spillover effects in manufacturing and commercial services. GDP 
growth is expected to be 3.5 percent in 1986 and 3.8 percent in 1987. 

The unemployment rate should be around 7.9 percent in 1986, easing to 6.8 
percent in 1987. 


Saskatchewan's agricultural sector will have good news and bad news. The 
good news is an expected strong rebound in grain production in 1986-87. 
The bad news will be a sharp fall in net farm income, owing to depressed 
prices. Intense competition between the U.S. and Europeans for sales in 
world markets have had an adverse impact on the farm economy. Lower oil 
prices have seriously affected the province's mineral fuels sector. 
Energy exploration and development is expected to be weak in 1986/87. 

GDP growth is expected to be around 2.4 percent in 1986 and 1.1 percent 





in 1987. Unemployment should remain at around eight percent in both 
years. 


The Alberta economy is particularly dependent on the oil and gas sectors 
and vulnerable to lower energy prices and high corporate debt levels. 
Major projects are being shelved and numerous small companies are folding 
as the sectoral weakness spreads to secondary industries. Job losses 
attributed to the recession in the energy sector will moderate the growth 
in personal disposable income and, hence, adversely affect consumer 
spending. In addition, the farming sector and related sectors are 
equally precarious due to abundant crops and depressed prices. 


Consequently, GDP growth is expected to be only 0.5 percent in 1986 and 
1.0 percent in 1987. 


In spite of Alberta's poor prospects, there are good opportunities in the 
Prairie Provinces for U.S. firms to serve market niches in certain energy 
equipment and industrial controls, as well as in services like 
franchising. The provincial governments of Alberta and Saskatchewan are 
offering grants for high-tech companies in a major attempt to diversify 
their economies. Economic development consultants and branch plants are 
both in demand. In addition, the better-managed farms and ranches 
present excellent markets for U.S. high-tech products and services. 


The British Columbia economy will enjov relatively high growth (about 
four percent) in 1986 due to Expo '86 and expanding retail sales, housing 
expenditures, and manufacturing shipments. Unemployment is expected to 
ease from 14.2 percent in 1985 to 12.4 percent in 1986 and 12.3 percent 
in 1987. The forest products industry strike and concerns over possible 
protectionist legislation in the U.S. (in addition to the U.S. action 
against Canadian shakes and shingles) have thrown a cloud over that key 
provincial industry. Nevertheless, the strong-expansion in North 
American housing starts and the overall strong growth in exports of wood 


products should bring important gains to forest product manufacturers in 
1986. 


The expected post-Expo '86 slowdown is to be offset bv provincial 
government measures to stimulate the construction and transportation 
industries, which should provide opportunities for U.S. exports of goods 
and services in the Pacific Northwest. The strong residential 
construction market has already generated significant demand for U.S. 
building materials, home improvement products, and household related 
consumer items. The rebound in metals prices is improving demand for 
mining machinery and equipment. U.S. exports of small civilian aircraft 
have been booming and exports of computer equipment and software and 
automotive parts and accessories remain strong. 
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reliable information about overseas markets can be 
time consuming and frustrating. 


Now you can benefit from the detailed research and 
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DOC’s International Market Research Reports are 
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¢ demand forecasts. 
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e market share figures, 
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International Market Research Reports cost from 
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